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KEY ECONOMIC INDICATORS: Portugal 


All values in millions of U.S. $ 
unless otherwise stated 


Exchange Rate-US$1=Escudos: 1975 1976 1977 1977/1976 
(25% 593) (30.223) (38.277) % change 





INCOME, PRODUCTION, EMPLOYMENT 
GDP a/ 
Factor cost, current prices b/ 13,439 14,999 
Factor cost, 1963 prices b/ 6,243 4,779 c/ 
Per capita, current prices (U.S.$) 1,484 1,632 
Fixed Investment, current prices b/ 2,896 3,344 
Industrial Production (1970=100) a/e/ L32. ; 155.4 
MONEY AND PRICES al 
Money Supply, M9 15,084 14,792 
Interest rates: 
Central bank, discount 6.5% 
Commercial bank, prime ao 
Price Indices 
CPI, avg. (1976=100) - 100. 127. 
WPI, avg. (1963=100) (Lisbon only) 218. 260. 330% 
Industrial Wage, Lisbon (1961=100) d/ 424. 474. 531. 
BALANCE OF PAYMENTS & TRADE 7 
Gold & For. Exchange Reserves i/ Leow 1,338 1,407 
Central Govt. Debt j/ 3,885 4,977 5,627 b/ 
(External) j/ - 720 853 939 b/ 
Central Govt. Debt Service 168 251. 349 b/ 
Balance of Payments -1,013 -972 -1,480 k/ 
Exports, f.0.b. 1,935 1,814 2,030 k/ 
U.S. share 139 123 136 k/ 
Imports, f.o.b. 3,005 3,908 4,561 k/ 
U.S. share 483 425 508 k/ 


5% 13.0% £/ 
5 14.75%g/ 


6. 
4. 


WAAINOWOrFF NY 


Main imports from the U.S. (1977): Corn - 1,237,437 metric tons, 
$138,720,040; Wheat - 385,919 tons, $46,769,470; Grain sorghum - 

447,379 tons, $45,720,485; Raw cotton - 17,596 tons, $31,680,565; 
Soybeans - 79,559 tons, $28,148,888; Sunflower seeds - 77,197 tons, 
$24,478,564; Rice - 61,663 tons, $19,612,692; Bituminous coal, 228,815 
tons, $13,585,965; Peanuts - 13,312 tons, $8,464,352; Inedible tallow - 
18,389 tons, $8,199,702; Electronic tubes, cells, diodes, etc. - 10 
tons, $6,092,092; Raw hides and skins - 3,625 tons, $5,684,118; Oil-cake 
and vegetable oil residues - 13,892 tons, $3,902,866. 





Sources: Boletim Mensal das Estatisticas do Comercio Externo; Boletim 
Mensal de Estatistica; Conta Geral do Estado; Estatisticas 


Monetarias e Financeiras; Annual Report of the Bank of Portugal, 
and Orcamento Geral do Estado. 


a/ Continental Portugal only. b/ GOP estimates. c/ The large drop in 1977 
constant GDP results from sharp changes in the exchange rate in 1977. 

d/ In industry and transportation; average of quarterly index. e/ Seasonally 
adjusted; average of monthly index. f/ Discount rate increased to 18% on 

May 5, 1978. g/ Prime rate raised to 18.25% on May 5, 1978. h/ Excludes 

rent component. i/ Bank of Portugal only. Gold is quoted at official price. 
j/ Excludes central bank debt and debt of nationalized banking sector. 

k/ Preliminary figure. 





SUMMARY 


The formation in February 1978 of a majority constitutional 
government afforded Portugal an opportunity to concentrate its 
energies on resolving the country's serious economic problems. 
The government concluded in April 1978 an IMF standby agreement 
designed principally to improve the country's external accounts, 
the most critical restraint confronting the economy. This 
stabilization program includes credit, monetary and price policies 
that imply short-term sacrifice for the population, but which 
should help create the conditions necessary for a realistic 
recovery effort. The country's economic development strategy 
will provide for economic structural change designed both to 
balance the external accounts and to prepare Portugal for future 
integration into the European Community (EC). The EC has 
formally acknowledged Portugal's membership application and has 
agreed to begin negotiations on the terms of admission. 


Although Portugal will face difficult economic prospects over 
the next few years, continuation of the country's present policies 
should promote a much more vital economy in the medium term. 


During the foreseeable future, however, Portugal will remain heavily 
dependent on imports of food, industrial goods and capital 
equipment. Traditional U.S. exports to Portugal should continue 

to enjoy a relatively strong market. The medium term development 
program, which will define the role of private initiative and 

give priority to such key sectors as agriculture, fisheries 

and tourism, should create significant opportunities for U.S. 
non-agricultural exports. American manufacturers can, however, 
expect increasingly keen competition from EC suppliers as the EC 
membership negotiations proceed. Portugal's development program 
will create significant investment opportunities also, particularly 
in export-oriented and import-substitution industries. Recent 
Portuguese government economic decisions should significantly 
improve the climate for foreign investment. 


PART A - CURRENT ECONOMIC SITUATION AND TRENDS: PORTUGAL 


ECONOMIC CONCERNS TO THE FORE 


A Temporary Political Respite 


Four years after the April 1974 military coup that deposed the 
authoritarian Salazar/Caetano regime, democratic government has 
taken root in Portugal. Successive post-revolutionary govern- 
ments of varying complexions gave way in mid-1976 to the First 
Constitutional Government, Portugal's first freely-elected 
democratic government in half a century. Headed by the 





Socialist’ leader, Mario Soares, the minority First Constitutional 
Government fell in December 1977 under the pressures of an 
economy increasingly out of equilibrium. Tasked by Portugal's 
directly-elected president with forming a new government, Mario 
Soares and his Socialist Party (PS) reached a political agreement 
in February 1978 with the center-right Social Democratic Center 
Party (CDS) that permitted the formation of a majority PS/CDS 
government. The PS/CDS agreement highlighted the opposition role 
of the Social Democratic Party (PSD), the nation's second 

largest political party. The Communist Party (PCP), the other 
major opposition party, has played a relatively quiet political 
role since the abortive November 1975 leftist coup attempt, but 
it retains a major influence in the labor movement and in the 
rural areas of the Alentejo. The comfortable parliamentary 
majority assured by the PS/CDS accord provided the government 

a welcome respite from the political concerns that had been 
monopolizing its energies and hindering an effective resolution 
of the country's balance of payments problem. Several weeks 
after its inauguration, the Second Constitutional Goverment 
reached agreement with the IMF on a stabilization strategy. 

As the summer approached, however, tensions between the PS 

and the CDS mounted. 


An Unexpected Digression 


The parties' failure to reconcile their differences, particularly 
on agrarian reform policy, culminated in the rupture of the 
PS/CDS accord and the fall of the Second Constitutional Govern- 
ment. Unable to bring the parties together, the President on 
August 9 asked Alfredo Nobre da Costa, a political independent 
and former Industry Minister, to form a new government. The 
Prime Minister chose a cabinet composed mainly of technocrats 

and independents. 


After less than 3 weeks in office, the Nobre da Costa government 
fell on a PS motion in the Assembly to reject the government's 
program. Nobre da Costa and his cabinet are expected to stay 

in office pending efforts by the President to find a successor. 
Priority tasks of a new government will include passage of a 

new electoral law and revision of voter registration lists. 

Both will be required before early elections could take place, 
should they become necessary. Over the next several months, the 
political process is likely to absorb much of the nation's 
attention and energies. 


AN IMBALANCED ECONOMY 


The Portuguese economy faces both cyclical and structural 
problems, some of which have reached a crisis stage. The most 





critical of these is the external deficit, which ballooned to 
exceed 9 percent of GDP in 1977 and was the proximate cause of 
the First Constitutional Government's fall in December 1977. 

It is, therefore, the problem which has received most of the 
government's attention. 


The balance of payments problem has its origin in both external 
and internal events. Even before the 1974 revolution, Portugal's 
trade account was in chronic deficit. Until 1974, however, 
emigrant remittances and tourism receipts were sufficient to 
provide current account surpluses, which were allowed to 
accumulate largely as gold reserves. Portugal's international 
accounts began, however, to deteriorate markedly in 1973. The 
international oil crisis shifted terms of trade against Portugal 
and the ensuing international recession shrank the country's 
export markets. 


The nation's 1974 revolution seriously aggravated the situation. 
Portugal lost its colonies and, thereby, its major overseas 
investments and former captive suppliers. In addition, the 
chaotic situation in the former African colonies induced more 
than a half million persons to return to Portugal, an inflow 
that further strained the country's resources. 


Simultaneously, the leftist political forces that took power 
in Portugal after the April 1974 coup sought to implement a 
socio-economic revolution. They nationalized all Portuguese- 
owned capital in the banking, insurance, petroleum, gas, 
electricity, petrochemical, fertilizer, tobacco, cement, and 
wood pulp sectors of the economy, as well as the Portuguese 
steel company, the major breweries, the large shipping lines, 
most transport, two of the three principal shipyards, the 

core companies of the giant Companhia Uniao Fabril (CUF) con- 
glomerate, the radio and TV networks (except that of the Catholic 
Church), and important companies in the glass, mining, fishing, 
and agricultural sectors. These nationalizations, moreover, 
gave the government majority or minority holdings in hundreds 
of other firms. Still other enterprises came under public 
management as the government "intervened" to rescue them from 
bankruptcy. In the rural Alentejo, the landless farm workers 
seized most of the large estates, acts which were subsequently 
legitimized. These actions, together with conscious income- 
leveling policies of 1974 and 1975, produced a wage explosion 
and a marked redistribution of income toward groups with low 
savings propensities. 


The combination of these factors - external and internal - 
disrupted the productive process, sparked capital flight, accelera- 
ted inflation, and resulted in a very large loss of international 
reserves. Portugal resorted increasingly to external borrowing 





to finance its growing balance of payments deficit. The 
situation became increasingly critical in 1977 as liquid reserves 
approached the vanishing point and foreign credits became ever 
more difficult to obtain. 


Recent Economic Performance 


OUTPUT: After a period of negative growth in 1975, real output 
(GDP) expanded by some 8% at factor cost in 1976 and almost 6% 
in 1977. Growth in 1976 was actually more moderate - about 5% - 
if the contribution of public administration, which has grown 
considerably since 1974, is discounted. On the other hand, 

1977 GDP growth, net of public administration, reflected a 
healthier pace (7%) than total output. The inversion of the 
relationship between the growth rates of GDP net of public 
administration and global GDP is a consequence of the greater 
growth of the productive relative to the public (non-enterprise) 
sector in 1977. Industrial production, energy and construction, 
which expanded by 13%, 20% and 11%, respectively, were largely 
responsible for the 1977 expansion. They more than offset the 
10% decline in the agriculture and fisheries sector, where 
output remains well below pre-revolutionary levels. The per- 
sistently low productivity of the agricultural sector is 
attributable not only to continuing problems in the agrarian 
reform zone (the rural Alentejo and Ribatejo provinces), but 
also to inefficient production methods and structures in the 
North, which provides two-thirds of total agricultural product. 
Weak domestic agricultural performance, and the consequent need 
for imports, is one of the principal contributors to the large 
trade deficit. 


Available data suggest a continuation of the above trends in 
the first guarter of this year. In January and February, 
respectively, the industrial production index was 12% and 7% 
higher than the corresponding months of 1977. Spot shortages 
of construction and building materials developed despite 
Significant increases in production. Energy consumption, most 
of which is industrial, rose by better than 8% in the first few 
months of 1978 over the corresponding months of 1977. The 
agriculture sector remains weak. During the remainder of 1978, 
however, economic activity will be profoundly affected by the 
stabilization program, discussed below. 


INVESTMENT: Real gross fixed capital formation, after a pre- 
cipitous 14% drop in 1975 and virtual stagnation in 1976, grew 

by about 12% in 1977, although much of the growth was concentrated 
in the home construction sector. Official data report that 

gross fixed capital formation in 1977 represented 20.2% of GNP, 

as compared to 19.6% a year earlier. Most other investment in 
1977 went into speculative inventory accumulation. Domestic 





investors express considerable hesitancy about undertaking 

new investments. They often raise questions about the inflation 
rate, government labor policy, the high nominal cost of credit, 
and the pending issue of government compensation for assets 
nationalized or expropriated after the revolution. Conscious 
of the need to invigorate the private sector, the government 
recently took several actions designed to strengthen investor 
confidence. These measures include the revision of the 

Foreign Investment Code and the establishment of the Foreign 
Investment Institute; legislation permitting layoffs in com- 
panies facing serious financial difficulties; exchange rate 
movements that restore the export sector's profitability; 
wage/price policies aimed at containing consumption and 
production costs; the continuation of interest rate subsidies 
on loans for investment in priority sectors; and the publica- 
tion of several.measures necessary to implement the law 
providing compensation to former owners of the nationalized 
companies. Several actions designed to stimulate the domestic 
capital market, including the opening of investment companies, 
are anticipated for later this year. 


TRADE: Sluggish external demand, sharply higher domestic 
demand, and internal structural problems have conspired to 
create the country's large trade deficit. In 1977 this 
deficit reached U.S. $2.5 billion, or 17% of GDP. The 15% 
expansion in imports greatly surpassed, in absolute value, 
the respectable 12% growth in exports. The January-June 1978 
data indicate a major change in this trend. Although the 
Six month trade deficit reached $1.3 billion, exports during 
the period rose 15% while imports grew only 11.7%. The 
trend, moreover, suggests an even faster growth of exports 
than imports during coming months. 


PRICES: Already at relatively high rates before the 1974 
revolution, price inflation has since become a disturbing 
fixture of the economy. At an annual rate of 27.3% in 1977, 
Portugal had one of the highest consumer price increases in 
the OECD area. During the period of rapid wage expansion and 
heavy refugee influx - 1974 and 1975 - demand factors dominated 
the trend. Since then, cost factors, including the rising 
cost of credit and the devaluation/depreciation of the escudo, 
have become significant elements. Data for the first months 
of 1978 indicate that the rate of price inflation has fallen 
by several percentage points since the beginning of the year. 
In order to attenuate the effects of inflation on lower income 
groups, the government in 1976 began to subsidize prices on 

a basket of essential consumer items. In addition, price 
controls remain on a wide array of other goods, even though 
the government eased these controls somewhat in 1977. 
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LABOR/EMPLOYMENT: The labor scene has witnessed dramatic changes 
Since the early, unsettled post-revolutionary period. The 
specter of unemployment has apparently instilled a more sober 
attitude toward employment. For example, absentee rates, which 
in 1975 reached some 30% in many industries, reportedly have 
fallen to more normal levels, especially in the private sector. 
Unemployment, at about 13% in 1977, according to Labor Department 
statistics* continues to be a source of serious concern. The 
employment situation is in fact much worse than that figure 
implies, since it does not reflect the very high level of 
underemployment prevailing in many sectors. Moreover, real 

wages have fallen so sharply that they are now below pre- 
revolutionary levels. fter rapid increases in 1974-75, they 
declined by about 7% in 1976 and 9% in 1977. A further slight 
decline is likely in 1978. 


PUBLIC DEBT: The government, having decided to support the 
post-revolutionary faltering economy, enlarged its economic 

role beyond what was required solely by its acquisition of 
productive assets. Central government outlays rose sharply, 
with large budget deficits being financed mainly by domestic 
bank loans. At the end of 1977, the total of the central govern- 
ment's direct debt and its guarantees for third party debt stood 
at about U.S. $7.1 billion, of which $5.3 billion were domestic 
and $1.8 billion foreign obligations. Those figures reflect an 
almost 17% increase in the public debt from the 1976 level. 

The foreign component, due to a rapid expansion of government 
guaranteed debt, rose some 46%. The 1978 budget reverses the 
trend toward larger deficits and hence reduces central govern- 
ment credit demand. On the other hand, the balance of payments 
deficit necessitates continued recourse to foreign credits. 
External debt will continue to climb, although at rates more 
compatible with the economy's debt servicing capacity. 


THE BALANCE OF PAYMENTS: In 1977 Portugal recorded a trade 
deficit of U.S. $2.5 billion. The partial recovery of tourism 
and the larger inflow of emigrant remittances provided a $1.4 
billion partial offset to that deficit. The overall balance 

of payments recorded a 1977 deficit of almost U.S. $1.5 billion 
(9% of GDP), or more than U.S. $200 million larger than in 1976. 
Credits from several countries, the international financial 


* A new index developed by the National Institute of Statistics 
claimed an unemployment rate of about 8% in December 1977. 
The sampling technique, however, has certain deficiencies 
that may well cause an underestimation of the actual rate. 
The Labor Ministry index may, on the other hand, overestimate 
the “actual" rate somewhat. In any event, casual observation 
alone indicates that the unemployment situation is serious. 
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institutions, and foreign commercial banks enabled Portugal 
to weather the 1977 balance of payments crisis. The government, 
moreover, is assured of adequate resources to finance the antici- 
pated 1978 balance of payments deficit of about U.S. $1.2 billion. 
The credits will come largely from two sources: a coordinated 
international U.S.$750 million lending program from a group of 
friendly countries and from the private banking sector. 


THE GOVERNMENT TACKLES ECONOMIC PROBLEMS 


With a comfortable Parliamentary majority for the first time 
Since the revolution, the now defunct Second Constitutional 
Government began in February 1978 to address the economy's 
problems. It devised a stabilization program in consultation 
with the IMF, with which it concluded a second credit tranche 
standby agreement in April 1978. The program's principal aim 
is to reduce the balance of payments current account deficit 
to one billion dollars during the program year, April 1, 1978 - 
March 31, 1979, a one-third reduction from the calendar year 
1977 results. The government hopes to reduce the deficit 
through a combination of policies: fiscal restraint; tight 
domestic credit ceilings; higher interest rates; a modest cur- 
rency devaluation with subsequent monthly rate adjustments 
(crawling peg); limitations on wage increases; and substantial 
upward adjustments of administered prices. 


STABILIZATION POLICY 


FISCAL POLICY: Restraint is the hallmark of the 1978 budget 
policy. In real terms, 1978 central government current outlays 
will increase only modestly above 1977 levels. Since interest 
payments on the public debt will command a substantially higher 
Share of 1978 current outlays (2.9% in 1978 as compared to 1.5% 

in 1977), central government consumption will effectively decline. 
Higher taxes will reduce substantially the real budget deficit, 
from about 7.5% of GDP in 1977 to some 6.5% in 1978, thereby 
reducing also the need for government domestic borrowing. 


MONETARY AND CREDIT POLICY: Tight credit ceilings for the 
program year will create a liquidity squeeze. Real domestic 
credit expansion is programmed to suffer a one-third decline 
from the level of 1977. In order to assure compliance with the 
quarterly net lending targets, the Central Bank has made 
obligatory the indicative credit ceilings it introduced in 
January 1978 for individual commercial banks. The Central Bank 
has acted also to acquire better control over the money 

supply through technical improvements, including the creation 
of an inter-bank money market. In order to mitigate the effects 
of the liquidity squeeze on the priority export, tourism and 
agricultural sectors, the government will continue to subsidize 





credit for those activities. A special fund (IFADAP) was 
created in early 1978 to support investment activities in agri- 
culture and fisheries. 


INTEREST RATE POLICY: As a concommitant to the government's 
exchange rate policy (see next paragraph), the Central Bank 
increased in May 1978 commercial bank rates and deposit rates, 
respectively, an average of 3.5 and 4 percentage points. The 
Central Bank discount rate was increased by 5 points, to 18%. 
The Central Bank will continue to administer interest rates as 
necessary in order to promote policy objectives. 


EXCHANGE RATE POLICY: From 1973 to April 1978 the escudo depreci- 
ated by about 38% in dollar terms. In May 1978 the government 
devalued the escudo by an additional 6% against a basket of 
currencies and announced that the escudo would henceforth float 
downward at a rate of about 1.25% per month. These exchange 
movements and the interest rate policy mentioned above were 

chosen to maintain the competitiveness of Portuguese exports 

and to discourage speculation. 


PRICES: Because of administered price policies pursued last year, 
the 1977 increase of 27% in the consumer price index understated 
the real underlying inflation rate. Price controls over the last 
few years have, by restraining prices, contributed heavily to 

the cash flow difficulties and operating deficits of many 

firms, especially public enterprises. In an effort to correct 
this situation, the government this year decreed substantial 

price increases - from 20% to over 50% - on many goods and ser- 
vices, including public transport and utilities. Even prices 

on items in the subsidized "basket" of essential consumer items 
were increased by 21% on average. The government intends to 

relax later this year the rigid rent controls that have discouraged 
rental housing construction and have contributed to the decay of 
the existing inventory. The government's hopes of reducing the 
inflation rate to around 20% (in CPI terms) by year end may be 
optimistic, but a significant moderation in the trend should 

be achieved next year. 


WAGES AND INCOME: The government has decreed that 1978 wage 
increases may not exceed an average 20% and has established a 
monthly maximum gross salary of 60,000 escudos (about U.S. 
$1,320). It announced that salary increases or maximum salaries 
exceeding these limits would not be included among production 
costs for the purpose of setting the final prices of a firm's 
products. In an effort to mitigate the impact of the wage 
restraint measure, the government reduced the minimum validity 
period of new labor contracts from the previous eighteen months 
to one year, auguring the possibility of strong wage demands 
next year. Also, the industrial and agricultural monthly 
minimum wages were increased by 27% and 31%, respectively, to 
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the equivalent of U.S. $139 and $110. The impact of the 
minimum wage increases will be limited, however, since only a 
small proportion of workers were earning less than the new 
minimum wage. 


OTHER MEASURES: The President and the government have stressed 
repeatedly in recent months their conviction that revitalizing 
the private sector is the key to restoring Portugal's economic 
health. In addition to the stabilization measures, therefore, 
the government embarked on an effort to stimulate private 
investment, domestic and foreign. The revision of the Foreign 
Investment Code and the commitment to implement the compensation 
law have already been mentioned. Other measures include the 
renewal in November 1977 of the Overseas Private Investment 
Corporation (OPIC) investment credit and insurance agreement 
with the U.S.; the active solicitation of foreign investment by 
principals of the Foreign Investment Institute; and the dis- 
intervention of several private concerns, including the large 
tourist development enterprises Grao Para and Torralta. 


MEDIUM TERM POLICY 


The 1978 stabilization program is a short term policy designed 
to create conditions favorable to longer-range actions. Having 
introduced the stabilization program, the government must now 
focus on options for the Medium Term Development Plan for 1979- 
1984. The plan will define government investment intentions and 
will serve as an indicative tool for the private sector. It is 
likely to give greater emphasis than did its predecessor (which 
was never formally adopted) to the needs of the productive sector 
and, consequently, to provide for a more moderate rate of social 
infrastructure development, It is also likely to stress heavily 
the role of private initiative. Now that the EC has given the 
green light to Portugal's membership application, with negotia- 
tions scheduled to begin in late 1978, the Medium Term Plan will 
undoubtedly take into account Portugal's eventual integration 
into the Community. 


THE ECONOMIC OUTLOOK 


THE DIFFICULT SHORT-TERM: The stabilization program will restrain 
economic activity well into 1979 as most sectors feel the impact 
of tighter credit and monetary measures. Higher taxes and 

falling real wages will constrain private consumption; budgetary 
restraint will further dampen internal demand. Business and 
commercial activities oriented toward the domestic market will 
consequently experience a period of stagnation or even recession. 
The plight of the productive sector, and especially the private 
sector, will be compounded by the liquidity squeeze that may 

force some into bankruptcy and strain the financial resources of 
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many more. As a result of these developments, unemployment is almost 
certain to increase, despite the government's fervent hopes to 

the contrary. Inflationary pressures will moderate, but perhaps 

not to the extent projected by the government. 


On the brighter side, foreign investment may pick up (assuming 
early resolution of the prevailing government crisis ), although 
not sufficiently to compensate in the short term for the downward 
shift in other demand components. GNP should receive a modest 
boost from the expected improvements in the trade and services 
accounts. Of greater importance is the very real expectation 
that the stabilization program will brake the momentum of the 
spiraling balance of payments deficit which, if unchecked, would 
require an eventual sharp contraction of the economy. In sum, 
this year should witness a welcome improvement in Portugal's 
external accounts. The Medium Term Plan will likely accord 
priority to developing those sectors that can contribute most to 
restoring long-run balance of payments equilibrium. Export- 
oriented and import-substituting activities will, therefore, 
receive the highest priority. Among the sectors in which Portugal 
enjoys a comparative advantage, and which will be emphasized in 
the Plan, is tourism. The dramatic recovery of Portugal's tourism 
industry since 1976 and the government's declared intentions to 
develop this activity suggest that tourism is a prime candidate 
for rapid medium-term growth. 


The government's medium term program will have to come to grips 
with the difficulties of Portugal's agricultural and fishery 
sectors. Fundamental restructuring of the agricultural sector 

is a long-term proposition, but several actions can be taken to 
improve this sector's performance in the medium term. For 
example, the government can, as many of its technicians advocate, 
expand the nation's agricultural extension services. For the 
fisheries sector, the government is devising a rationalization 
program that will include a more efficient use of existing 
capacity and the refitting of the present fleet. (Portugal 
established a 200-mile exclusive economic zone in May 1977, but 
has not begun to exploit it significantly.) Actions such as 
these can be expected to reduce over the next few years Portugal's 
heavy dependence on food imports. 


Relatively labor-intensive, export-oriented industries, such as 
the manufacture and assembly of consumer durables, are also 
candidates for rapid expansion. On the other hand, capital 
intensive investments or investments directed principally at 
the internal market will be discouraged. Ambitious investment 
plans, such as the Sines petrochemical complex and the planned 
expansion of the domestic steel industry, may be modified in 
recognition of newly-established priorities and financing 
limitations. 
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Portugal does not have sufficient domestic resources to finance 
all of its needed investments. For a period of years it will, 
therefore, continue to depend heavily on external financing. A 
portion of this financing is certain to be provided by such inter- 
national institutions as the World Bank, with which Portugal 
recently negotiated several loan agreements, and the United Nations 
Development Program. Additional financing will likely be forth- 
coming from official bilateral sources, the EC, EFTA, 

and private institutions. In short, Portugal's economic prospects 
appear considerably brighter in the medium than in the short term. 
The fact that Portugal endured the dramatic political upheavals 

of the revolution with equanimity inspires confidence in its 
ability to overcome successfully the present political crisis and 
its economic difficulties. 


PART B - IMPLICATIONS FOR THE UNITED STATES 


Efforts to Contain Soaring Trade Deficit 


Portuguese imports, stimulated by strong consumer demand, GNP 
growth and chronic structural problems in domestic production, 
have expanded rapidly since the April 1974 revolution. Export 
growth has been more moderate, thereby causing growing trade 
deficits over the period. By 1977 the deficit reached a record 
level of $2.5 billion, the key factor in the $1.5 billion balance 
of payments deficit. Exports covered only 45% of imports, 
whereas prior to the revolution they generally equalled some 603% 
of imports. In an effort to improve its trade account, Portugal 
imposed a number of import restrictions, including a consumer 
goods quota system that affected some 7% of total imports; 303% 
and 60% surcharges are applied to a broad range of "luxury" items. 
These measures have been of little effect in restraining imports, 
and the government has begun to eliminate them. A prior deposit 
system for selected imports was terminated in January 1978; the 
30% surcharge is scheduled to be eliminated over a one-year 
period beginning in October 1978. The government has acknowledged 
the impossiblity of drastically cutting imports in an economy 
which is heavily dependent on foreign sources for food, raw 
materials and capital goods. Its objective is, rather, to brake 
import growth through the stabilization program's tight credit 
and wage policies, and to stimulate the export sector. 


The overwhelming share of Portuguese trade is with Western Europe, 
with the EC accounting for 50% and EFTA 14% of total 1977 Portu- 
guese trade. Portugal grants and receives preferential access 

in both trading areas. The United States in 1977 remained 
Portugal's third major trading partner, following the United 
Kingdom and West Germany, but slightly ahead of France. It 
supplied some 10% of Portuguese imports ($507.6 million) and 
absorbed 7% of its exports ($135.5 million). Growing U.S. 

exports to Portugal in 1977 caused a sharp rise in the United 
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States' traditional trade surplus to $372 million, up from $227 
million in 1976. Agricultural products, partly financed by 
concessional credits, accounted for some 68% of Portuguese 
purchases from the U.S. Of the ten leading categories of Portu- 
guese imports from the U.S., only coal is a nonagricultural product. 
Other nonagricultural American exports of significance were 
electronic equipment, plastic materials, antibiotics and aircraft 
equipment. Major U.S. imports from Portugal in 1977 included 
wine, cork and cork products, textiles, canned fish, molds, 

and apparel and knitwear. A number of these products fall 

within the U.S. Generalized System of Preferences, of which 
Portugal is a beneficiary. 


Gradually Improving Investment Climate 


The negative foreign investment climate resulting from the post- 
April 1974 nationalizations, government interventions in company 
operations, and labor/management disputes has improved con- 
Siderably over the past year. The single most positive factor 
was the August 1977 revision of the Foreign Investment Code, 
which had been awaited with considerable anticipation. The Code 
now permits direct foreign investment in all economic sectors 
except those explicitly reserved for the public domain, contains 
liberal profit remittance regulations, and allows foreign firms 
access to all tax incentives available to national companies. 
Additional incentives can be negotiated on a case-by-case basis 
for major investments of particular interest to Portugal - e.g., 
advanced technology, high employment. The first such major 
American investment to benefit from these incentives - in the 
petrochemical sector - was approved in June 1978. A Foreign 
Investment Institute has been established with responsibility 
for coordinating the government's response to foreign investment 
proposals. The Portuguese government has approved also legisla- 
tion which provides for compensation in the form of interest 
bearing bonds for the nationalizations which took place in 1975. 
Implementing regulations, some of which were published recently, 
will enable the government to begin processing these long- 
standing claims. The government is committed to the eventual 
termination of its interventions in private companies, which 

at one point totalled over 250. Similarly, it has indicated its 
intention to return to the private sector many of the firms 

that were nationalized indirectly and are not expressly reserved 
by law to the public sector. 


The bulk of the estimated $200-250 million U.S. investments in 
Portugal entered the country prior to the April 1974 revolution. 
Since then, the uncertain political, economic and labor situations 
have discouraged major new foreign inflows. The gradually 
improving climate in recent months has stimulated renewed, 

albeit cautious, interest on the part of U.S. and other foreign 
investors. A return to political and social stability, progress 
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in stabilizing the economy, moves toward greater reliance on 

market mechanisms, and the promise of Portugal's eventual integra- 
tion into the European Community should generate growing confidence 
in Portugal. This combination of circumstances could spark a 
Significant new inflow of foreign capital. 


Trade and Investment Opportunity Outlook 


Despite the government's effort to contain import growth, Portugal 
will continue to remain heavily dependent on imports of basic 
agricultural products, raw materials and capital goods. Consumer 
goods imports, however, will continue to be squeezed. The gov- 
ernment can be expected to pursue its recently announced selective 
policy, whereby essential imports are favored over non-essential 
goods. Prospects are good for continued strong demand for U.S. 
grains and oilseeds, coal, and high technology machinery and 
equipment. Recent international exchange rate movements have 
improved the competitiveness of many U.S. products. 


Considerable U.S. export opportunities of machinery and equipment 
should materialize from the investment decisions to be outlined 
in the Portuguese government's Medium Term Development Plan. 

The Plan will establish priorities over the 1979-1984 period, 

and will explicitly acknowledge the need for foreign equipment 
and financing. Although the Plan was still being drafted at 

the Second Constitutional Government's fall and its completion 
must await resolution of the government crisis, primary focus 
will likely be on the following sectors: agriculture, fisheries, 
tourism, and food processing (including a cold storage network). 
In the industrial field, projects will likely move ahead in 
petrochemicals, chemicals, air conditioning and refrigeration, 
shipbuilding equipment, industrial instruments, and consumer 
durables. Priority will be given also to projects for rationali- 
zation of the traditional export-oriented economic sectors, e.g., 
textiles, shoes, wood and cork products, and mechanical and 
metallurgical products. Finally, the energy, mining and trans- 
portation sectors have been singled out for attention in 
government discussions. 


U.S. firms will continue to face considerable competition from 
Western European and Japanese suppliers who are already well 
established in the Portuguese market. As Portugal opens 
negotiations for eventual entry into the EC, moreover, one can 
expect a growing tendency to award government contracts to 
firms established in EC member countries. The availability 

of external financing will be a critical factor in contract 
awards as domestic credit restraints become increasingly 
tighter. The Export-Import Bank's Cooperative Financing 
Facility (CFF) and other programs should assist potential U.S. 
suppliers to compete with third country exporters. Investment 





credit and insurance programs through the recently-resumed 

U.S. Overseas Private Investment Corporation program in 
Portugal should also facilitate U.S. exports. Finally, foreign 
bidders' prospects for securing government contracts can be 
improved significantly by joint participation with domestic 
contractors and suppliers. U.S. firms planning to bid on 

major tenders may, therefore, wish to explore cooperative 
arrangements with qualified Portuguese companies. 
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